Appendix B: Funding Mechanics and Budget
Scoring

This gppendix explains the more detailed TIFIA funding mechanics and accounting for the
TIFIA credit ingtruments. This appendix aso briefly describes DOT’s capitd alocation
model, which is designed to estimate the subsidy amount for an individua TIFIA credit
instrument.

Funding Mechanics

Chapter 2 summarizes the “dua controls’ on TIFIA funding; Congress limits not only the
maximum annua credit assistance amounts, but aso the annua spending on TIFIA subsidy
costs, or “budget authority.” To understand the TIFIA funding mechanics, it is useful to
examine the Federal Credit Reform Act (FCRA), terminology for the TIFIA program, and the
flow of fundsfor the TIFIA credit instruments.

Background on the Federal Credit Reform Act of 1990

Since enactment of the FCRA in 1990, federal agencies have been required to set aside
capital reserves in advance to cover the expected long-term cost to the Government of issuing
adirect loan, line of credit, or loan guarantee. This reserveis often called the “subsidy cost,”
“budget score,” or “credit reform score.”

Prior to the FCRA, loan costs were recognized in the federal budget on a cash basis. This
generated numerous distortions in the annua budget process. The cost of direct loans was
overstated while the cost of loan guarantees was understated. Direct |oans required budget
authority for the full loan amount in the year the loans were made, while subsequent loan
repayments were counted as receipts in future budget years. Loan guarantees were extended
with no immediate budget impact, but upon default by the borrower, the Government was
required to provide the funding to cover the guarantee.

The FCRA was enacted to address these problems. The purposes of the FCRA are to: (i)
measure the costs of federal credit programs more accurately; (ii) place the cost of credit
programs on a budgetary basis equivalent to other federal spending; (iii) encourage the use of
credit assistance in the form most appropriate to the needs of recipients; and (iv) improve the
alocation of resources among credit programs and between credit and other spending
programs.

The OMB’s Role

The Office of Management and Budget (OMB) is responsible for overseeing the
implementation of credit reform. In this role, OMB reviews and approves all TIFIA credit
subsidy cost estimates. Information on budgeting for federal credit programs is included in
OMB Circulars A-11 and A-34, and information on accounting for federa credit isincluded in
OMB Circular A-34 and the Statement of Federal Financia Accounting Standards (SFFAS)
accounting standards #2.
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Subsidy Cost Estimates, Re-estimates, and Modifications

A cornerstone of credit reform is the subsidy cost estimate, which is the estimated long-term
cost to the Government of a direct loan, loan guarantee, or line of credit, calculated on a net
present value basis, excluding administrative expenses. For the TIFIA program, the subsidy
cost generally represents the present value of the Government’ s expected credit losses.

The form of credit does not, in itself, materially affect the subsidy cost. Rather, the risk
profile of the individua project, coupled with particulars of the financing structure, will
determine the subsidy cost.

The TIFIA authorizes subsidy budget authority of $80 million in fiscal year 1999; $90 millionin
fiscd year 2000; $110 million in fisca year 2001; $120 million in fiscal year 2002; and $130
million in fiscal year 2003. This subsidy budget authority is subject to annua obligation
limitations that may be established in appropriations law. Of the amounts made available, the
Secretary may use up to $2 million in each of the fisca years for administrative expenses.
Unobligated budget authority remains available for obligation in subsequent years.

The nominal amount of federal credit assistance that may be disbursed in the form of direct
loans and loan guarantees is the amount at origination. For standby lines of credit, the nominal
amount is the principal amount of potentia draws (direct loans) that may be funded during the
period of availability. Tota annual federal credit assstance authorized under the TIFIA
program is limited to $1.6 billion in fiscal year 1999; $1.8 hillion in fiscd year 2000; $2.2 hillion
infiscal year 2001; $2.4 hillion in fiscal year 2002; and $2.6 billion in fisca year 2003. These
amounts are no longer available if not awarded by the end of the fiscal year for which they
were provided.

Re-estimates measure the changes in the subsidy amounts that occur over time. As part of its
ongoing portfolio monitoring, the DOT is stautorily required to annudly adjust the origina

subsidy cost estimates. A re-estimate results when a subsidy cost is adjusted upward or
downward. If a specific Government action (by Congress or an agency) aters the estimated
subsidy cost of the loan, it is called a modification. If the action increases the subsidy cost of
the credit instrument, budget authority must be set aside to cover the increased cost.

Program and Financing Accounts

The budget authority that is required to fund the subsidy costs and the administrative expenses
associated with the TIFIA program is remitted to the Program Account. Adminigtrative
expenses can be obligated directly from the Program Account or transferred to a Salaries and
Expenses Account for expenditure. The subsidy amount for a particular TIFIA credit
instrument is eventually transferred from the Program Account to the Financing Account.

The Financing Account is the account from which dl funds are disbursed and al repayments
are collected. All cash flows related to a TIFIA credit instrument will flow through the
Financing Account.
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Flow of Funds for TIFIA Credit Instruments

The flow of funds for the various TIFIA credit instruments is illustrated in the following
diagrams. As shown below in Exhibit B-1, for direct loans and lines of credit the Financing
Account receives the subsidy spending authority from the Program Account; borrows the
unsubsidized portion of the loan from Treasury; disburses the loans to borrowers; collects
repayments, interest, and fees (if any); and repays its borrowing to Treasury, plus interest. |If
aloan isfully repaid, the subsidy amount deposited in the Financing Account is transferred to
the Treasury General Fund. (These funds are not retained by the DOT.)

Note that for al TIFIA credit instruments, the DOT obligates budget authority to cover the

subsidy estimate on the day that the DOT issues the term sheet, not on the day that the
project sponsor actualy draws down funds.

Exhibit B-1: lllustration of Funding for Direct Loans and Lines of Credit

EXAMPLE:
» $100 million direct loan

* 8%subsidyrate 1 gypsidy Cost:
$8 million

DOT
Financing Account

TIFIA Program
Account
(Subsidy Spending
Authority)

4. Repayment:
$100 million
plus interest

2. Borrowing:
$92 million 3. Loan:

$100 million

uU.S.

5. Repayment of
Treasury

Treasury Borrowing:
$92 million plus interest

Project

As shown in Exhibit B-2, for loan guarantees, the Financing Account receives the subsidy
from the Program Account; collects fees from borrowers (if any); acts & a reserve for
default claims; receives interest on reserves from Treasury; and pays default claims. The

project sponsor pays principa and interest to the lending ingtitution according to the terms of
the loan agreement.

Subsidy reserves for outstanding TIFIA loan guarantees are held in the interest-bearing
Financing Account. If the project sponsor defaults, the reserves are used to make clam
payments to the lending ingtitution. I the subsidy estimates for al of the loans in a TIFIA
program cohort were accurate, the Financing Account would have the exact amount of
reserves needed to cover all defaults and other subsidies for that cohort of loans.
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Exhibit B-2: Illustration of Funding for Guaranteed Loans*

EXAMPLE:
* $100 million guaranteed loan
* 8% subsidy rate DOT
1. Subsidy Cost: Financing Account
$8 million

-~

TIFIA Program -
Account g 2. Federal Guarantee
(Subsidy Spending
Authority)
3.Loan:
$100 million

Lending
Institution

Project

4. Repayment:
$100 million
plus interest

* Diagram assumes subsidy reserves in financing account are sufficient to cover all losses.

Credit Risk Assessment Framework: The TIFIA Capital Allocation Model

The DOT, drawing upon the expertise of the rating agencies and financia consultants, has
developed a framework for assessing the risk associated with TIFIA credit instruments —
direct loans, lines of credit, and loan guarantees.

Similar to other federal subsidy cost models, the approach for estimating TIFIA subsidy costs
relies upon a discounted cash flow model (See Exhibit B-3). The subsidy cost of a TIFIA
credit instrument can be estimated in a five-step process:

1. Identify the requested TIFIA credit instrument terms and conditions.

2. Edtimate default risk by obtaining a credit opinion on the Government’s default risk from
one or more of the nationaly recognized credit rating agencies.

3. Use the higtorical default experience for like-rated corporate bonds as a conservative
proxy for the TIFIA instrument's expected default risk.

4, Estimate recoveries in the event of a default based on Standard & Poor’s Bond Insurer
Capital Adequacy Moddl.

5. Discount projected cash flows at the rate on Treasury securities of comparable maturity
to the point(s) of disbursement using the OMB Subsidy Model.
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Exhibit B-3: lllustration of the TIFIA Capitd Allocation Model

TIFIA Capital
Allocation Model

Credit Ratings ——» Default Risk Expected

Loss /
Credit Risk Exposure Risk Capital

Assessment Framework

Capital
Reserve

Recovery Risk

Estimating TIFIA Subsidy Costs

The DOT has developed a “quick score” cost estimation model, which is available to project
sponsors via the TIFIA web site (http:/ftifiafhwadot.gov). The mode will generate a
preliminary (balpark) estimate of the subsidy cost likely to be assigned to a project, given

certain financial factors such as loan size, loan terms, and credit ratings.
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